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Sarbanes-oxley Act in 2002, “Internal Control Guidelines for Listed Companies” in 
2006, “Basic Norms of Internal Control” in 2008 and the forthcoming matching 
guidelines for application of the basic norms make the study of internal control has 
become a hot issue. Regulators call for strengthening of internal control construction 
because of the benefits of internal control, But whether the benefits can compensate 
for the costs paid to strengthen internal controls remains an unsolved problem. This 
thesis explores the capital cost as an indicator to solve this problem. Using data of 
companies listing in Chinese A share market in 2008, this thesis constructs an index as 
a new quality evaluation of internal control to examines the relationships between
internal control and cost of capital.
Based on the determinants of internal control deficiencies and their weights found 
in prior research, this thesis constructs an new index as an assessment of internal 
control; Simultaneously, this thesis finds two complementary methods for measuring 
cost of capital, CAPM based on historical data and PEG model based on forecast data, 
to investigate the relationship between internal control and cost of capital. Results 
show that the better internal control, the lower cost of capital, but for different 
measurement methods of capital cost, the outcome are slightly different. Capital cost 
indicator derived from the CAPM model is not as significant as the indicator derived 
from the PEG model in response to internal control, this result shows that what 
investors care about is the impact of company's current internal control on the 
company's future business. Creditors are also in favor of construction of better
internal control, the cost of debt capital is significantly negative related to internal 
control, that means, the better internal control, the lower cost of debt capital.
This paper finds that the company's owners and creditors generally agree the 
marginal revenue is greater than the marginal cost when constructing internal control,
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